STATE OF HAWAII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

October 24, 2008
Board of Land and Natural Resources
State of Hawaii
Honolulu, Hawaii Statewide

Annual Renewal of Revocable Permits on the Islands of Hawaii, Maui, Molokai, Kauai and Oahu

BACKGROUND:

On November 16, 2007, under agenda item D-1, the Board approved, as amended, the
continuation of the revocable permits listed in Exhibit A, on a month-to-month basis for another
one-year period up to December 31, 2008, except for permits that are in arrears of rental payment
for more than 60 days and/or have been approved for forfeiture by a separate Board action. With
the amended Board Action, the Board also approved a nominal 3% increase in the rents for
permits under the Commercial, Industrial or Baseyard/Storage category, to reflect the rising trend
in rents for these types of properties.

Previously, on April 22, 2005, the Land Board, under agenda item D-17, approved methodologies
to review rents of revocable permits for future years. The Land Board was presented with a variety
of alternative methodologies by which to review the revocable permits statewide. In summary,
Method 1 involved sampling at least 10% of each type of RP on each island. Method 2 involved
conducting individual appraisals, if necessary, of each permit. Method 3 considered the use of the
Consumer Price Index to apply adjustments to the rent. Method 4 involved interviews and
research. Method 5 considered a periodic scheduled review based on the permit type or use. Staff
then evaluated each methodology, as shown below from an excerpt from the Board submittal on
April 22, 2005, agenda item D-17, and recommended the Board approve a blend of various
methods specific to each appraisal type, for the reasons repeated below.

EVALUATION OF ALTERNATIVES

Staff believes Methods 1 and 2 are time consuming and should only be considered where
necessary. These methods require substantial staff resources for research, analysis, and possibly
travel. Currently, the Appraisal Section is comprised of one staff appraiser. Method 3, using the
indices, would not address rural and outer island properties appropriately. The CPI and most other
indices focus on large metropolitan areas and may not accurately reflect changes in land values.

Method 4 is both a feasible and reasonable alternative among those discussed above for reviewing
rent for commercial, industrial and residential-type permits. Since these types of permits are most
likely to be affected by changes in the real estate market and economy, this method adequately
tracks recent trends in rents. Discussions with local real estate experts such as brokers, property
managers, appraisers, and consultants is considered the best way to gain insight and knowledge of
local real estate trends. Most major brokerages are fairly active in these real estate segments and
would have the market data required for making fairly accurate adjustments to permit rents.
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Method 5 makes the most sense for the review of agricultural, pasture, and landscaping-type
permits. Because these types of permit rents appear to be relatively stable and less influenced by
market fluctuations, staff feels a predetermined schedule of review based on the nature of these
permits, in conjunction with Methods 3 and/or Method 4, is appropriate. This would allow staff to
dedicate resources to other appraisal needs such as new dispositions and lease reopenings. Since
most long-term ground leases contain step-ups or reopenings every ten years, staff recommends
that access/utility, parking, community and government, landscaping and recreation permits
similarly should be reviewed every 10 years. Past history has shown that agriculture and pasture
rents have not been very volatile. Farm price of beef, which has been relatively stable, is more of
an influence on pasture rents. Therefore, staff feels periodic review every five years is appropriate
for agriculture and pasture permits.

Fee simple residential values have been growing in recent years, however the leasehold market has
remained relatively stable. Discussions with appraisers and real estate brokers have indicated that
with the influx of fee home and condo construction on the upswing, market participants would still
look favorably upon a fee purchase before considering leasehold property. Residential RP’s are
considered leasehold because the tenants occupy state land. Therefore, staff feels periodic reviews
every five years for residential permits is appropriate.

Proposed Methodology

The methodologies summarized below were approved by the Land Board on April 22, 2005, under

agenda item D-17, in reviewing RP rents:

Permit Type Methodology Reason Next
Scheduled
Review

Access/utility Methods 4 and 5 — Review RP rents Permit rents stable. | 1/1/2015
easements, Parking once every 10 years, utilizing market

interviews and research to arrive at

percentage adjustments, if any.
Agricultural and Pasture | Methods 4 and 5 - Review RP rents Permit rents fairly 1/1/2010

once every S years, utilizing market stable. Cost/benefit

interviews and research to arrive at ratio justifies.

percentage adjustments, if any.
Baseyard/Storage; Methods 3 and 4 — Review RP rents Detailed, annual Annually
Commercial; Industrial | each year based on a review of market | market research

indices, interviews and research to will ensure rents

arrive at percentage adjustments, if will reflect market.

any.
Community; Methods 4 and 5 — Review RP rents Permit rents stable. | 1/1/2015
Government once every 10 years, utilizing market

interviews and research to arrive at

percentage adjustments, if any.
Landscaping; Methods 4 and 5 — Review RP rents Permit rents stable. | 1/1/2015
Recreational once every 10 years, utilizing market Cost/benefit ratio

interviews and research to arrive at justifies.

percentage adjustments, if any.
Residential Methods 3, 4 and 5 — Review RP rents | Timely adjustments | 1/1/2010

every 5 years based on a review of to rents will track

market indices, interviews, and closely to market.
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research to determine whether
adjustments are warranted.

The Staff Appraiser should have the discretion to account for specific circumstances and to make
adjustments (which will be explained in the appraisals).

In conformance with the Board action on April 22, 2005, staff will focus on the current real estate
market trends affecting the commercial and industrial revocable permits, statewide. The other
categories are to be reviewed per the recommended schedule as summarized above. Therefore, for
the remaining permits not classified as commercial, industrial, or baseyard/storage, staff is
recommending no changes to those permit rents at this time.

RESEARCH:

While conducting staff review of commercial and industrial permit rent, interviews with real estate
professionals and research of available market studies were conducted. The trends, which were
apparent from last year's research, appear to be tapering as the economy has slowed. An
assortment of real estate participants were surveyed to gain insight into market rent trends in the
commercial and industrial sectors. Market reports on the industrial, office, and retail markets were
also researched.

Industrial Sector

According to local real estate appraisers, they all agree that the local industrial market is
experiencing some stabilization or decline from the affects of a slowing economy and higher fuel
prices. These factors contribute to a slower construction industry and layoffs at several major
companies as companies downsize or shut down such as the case with Aloha Airlines, ATA and
Molokai Ranch. The current industrial vacancy rate near 4% is the highest since 2002, reflecting a
trend of negative absorption. This is in stark contrast to the last several years where vacancies
were around 2% and rents were escalating, peaking late last year at around $1.31 per sq. ft. per
month. Current asking rents of $1.26 reflect a 3.92% decrease from the peak rent established at
the end of 2007. Vacancy rates are also increasing in certain areas such as Gentry Business Park.
The forecast is for negative absorption and vacancy rates rising to 4.5% to 5% at least through
2009. Colliers reports industrial land prices appear to remain healthy. At the current prices,
development appears limited to owner-users, design-builds, or industrial condo projects.

The forecast is for continued stabilization of the industrial sector as rental rates remain flat or
decline some. Vacancy rates are on the rise as companies downsize or shut down and additional
industrial space inventory planned in the last couple years comes online this year. The declines in
most sectors in the construction industry also contribute to the general decline in industrial space
users.

Reports from various professionals on the neighbor islands also indicate a slowing economy from
a drop in tourism, hotel layoffs and contraction in the business sector. A Hilo based appraiser has
indicated vacancies are increasing to a 7% to 10% range which is higher than previous years and
marketing times for listings are fairly long, maybe up to a year or more. Rents for industrial space
is stable, however much of the space is occupied by owner users. This appraiser predicts
vacancies may start to move higher in the near term, however prices and rents are currently
holding steady. She thinks prices and rents may drop if the economy remains stagnant.

An appraiser based on Maui indicates land values beginning to stabilize or decline after years of
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growth. He indicates this is due primarily from a slow down of the visitor industry, real estate and
construction market downturns, and volatile financial sectors. Commercial vacancies are on the
rise due to real estate and mortgage companies are vacating their spaces for smaller space or
shutting down. Industrial vacancies are also increasing due to closing of smaller sub-contractors
and service companies. There are very few new large construction projects scheduled.

A Kauai appraiser indicates commercial and industrial rents and land values are still holding at
levels from last year but foresee some leveling of growth and stabilization. Properties with good
frontage and exposure can still command premium rents. Improved properties have been slightly
more marketable due to the high cost of labor, materials and construction.

Research indicates industrial land values are maintaining value but space rents are either holding
or declining. Therefore, staff proposes no change in rent for all permits related to industrial and
baseyard/storage purposes.

Commercial Sector

According to various market reports such as Colliers, retail and commercial rents, after four or five
years of consistent growth, appear to be stabilizing with very slight increases in average rents due
to the economy. However, CAM costs have risen dramatically due to increased energy and
commodity costs. Between 2003 and 2008, average retail rents have risen from $2.35 per sq. ft.
per month to $3.38, indicating a 44% increase. However, this trend appears to slowing, with rent
increasing only a modest 2% over the past year. Rents had been increasing by double digits from
2004 to 2007.

While rent growth has stabilized, positive absorption is continuing with new space being occupied
by formerly vacant space. The old JC Penney site at Pearlridge is almost 88% leased.
Furthermore, the Nordstrom wing at Ala Moana is almost full. Net absorption over the past six
months totaled 386,369 square feet. Oahu's overall vacancy rate is 3.35% at mid-year 2008,
slightly higher than the 3.31% at the end of 2007. The retail sector appears to be relatively healthy
with vacancy holding steady and new projects in the pipeline such as the Whole Foods
development in the Ward area and new neighborhood retail projects in Pearl City. The forecast for
retail is of cautious optimism. Whole Foods has recently decided to downsize its planned store in
the Ward area to half the original floor area. Closures of retailers in the Leeward area such as
Ashley Furniture, Comp USA and Marukai have market observers wary of a market downturn.
Some of the planned retail projects, such as in Kapolei, may be reevaluated 1f the market continues
to soften and financing becomes more difficult.

A mid year Colliers report indicates the office market continues to weaken. The Oahu market
experienced a fourth straight quarter of negative absorption, losing more than 64,000 sq. ft. since
last year. Approximately 190,000 sq. ft. of space has been lost over the past year. Market
participants are concerned with a flat visitor market, rising fuel prices, business closures, and job
loss. Vacancy is at 8.12%, the highest level since 2006. Class A space vacancy is at 10%, the
same as 2005 after peaking at 14.75% from a few years earlier when the economy was still
recovering. The office market is also experiencing stabilization in rent growth. From 2002 to
2007, rent had increased almost 30%. The escalation of rent has since modestly increased by
1.23% over the last six months with the rise in operating expenses accounting for a major portion
of this increase. Average asking rent for Class A space has increased from $1.62 per sq ft. per
month to about $1.82 per sq. ft. Colliers forecasts a negative absorption for the remainder of the
year and rents are not expected to rise with the increase in operating expenses being passed
through to tenants. Any increase in gross rents will be reflected by an adjustment to CAM
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charges.

The office market is somewhat more insulated from economic volatility compared to the industrial
and retail sectors. Thus, as residential real estate slows down, tourism stagnates, and construction
tapers off, the office market will be affected more as a trickle down effect but will recover after the
industrial and retail markets.

The neighbor islands are reporting similar conditions. Increased office vacancies on Maui are an
indicator of a contraction in real estate and mortgage related businesses. Along with the slowing
tourism and construction industries, more space is on the market with longer marketing times.

The Big Island is also reporting a downturn with layoffs at some major resort hotels and other
business. This is likely caused by a drop in visitor counts from decreased cruise ship business and
airline arrivals. Sales of commercial properties is slowing and days on market are significantly
longer, possibly up to a year. There is a significant increase in supply of properties for sale and
lease on the commercial sector. Vacancies are around 10%.

On Kauai, commercial space rents are feeling the pinch with more space available this year than in
the past few years. Real estate and mortgage businesses have either downsized or closed due to
the slow down. The commercial space planned or newly constructed is apparently for owner users
and not for investment.

Research indicates office rents are flat and increases are primarily from increased operating
expense pass through to tenants. The retail sector appears to maintaining growth from new
product coming online or the occupancy of recently vacated space. Rents are stable but operating
expenses ate increasing. Similar to industrial and baseyard permits, staff proposes no change in
rent for all permits related to commercial use.

RECOMMENDATION:

That the Board approves:

A. Approve the continuation of the Revocable Permits listed in Exhibit A on a month-to-
month basis for another one-year period through December 31, 2009, except for permits
that are in arrears of rental payment for more than 60 days and/or have been approved for
forfeiture by a separate Board action. Permits in arrears of rental for 60 days or more
and/or approved by the Board for forfeiture shall not be renewed.

B. Approve no change in current monthly rent through December 31, 2009 for Revocable
Permits as listed in Exhibit A, provided however, that the Land Board reserves the right at
any time to review and reestablish new rental charges for any Revocable Permit to reflect
market conditions or the fair market rental for the rights and privileges granted by such
Revocable Permit.

IR
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Respegtfully Submitted,

b (o

CYI‘(’USdL‘HEN, Appraisal Manager

APPROVED FOR SUBMITTAL:

%&ﬁ’ﬁ Thielen,'ChaiPﬁarson
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